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American Institute of
Certified Public Accountants

The Independent Auditor's Responsibility
for the Detection of Errors or Irregularities
(S u persedes S ta tem en t on A uditing Standards No. 1, section 110.05-.08)

1. This Statement provides guidance on the independent auditor’s
responsibility for detecting errors or irregularities when making an
examination of financial statements in accordance with generally
accepted auditing standards. It also discusses procedures that the
auditor should perform when his examination indicates that material
errors or irregularities may exist.
2. The term errors refers to unintentional mistakes in financial
statements and includes mathematical or clerical mistakes in the
underlying records and accounting data from which the financial
statements were prepared, mistakes in the application of accounting
principles, and oversight or misinterpretation of facts that existed
at the time the financial statements were prepared.
3. The term irregularities refers to intentional distortions of finan
cial statements, such as deliberate misrepresentations by manage
ment, sometimes referred to as management fraud, or misappropri
ations of assets, sometimes referred to as defalcations.1 Irregularities
in financial statements may result from the misrepresentation or
1For guidance on other actions that an independent auditor should consider with
respect to the possible illegality of such acts, see SAS No. 17, “Illegal Acts by
Clients.”
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omission of the effects of events or transactions; manipulation, falsification, or alteration of records or documents; omission of significant
information from records or documents; recording of transactions
without substance; intentional misapplication of accounting principles; or misappropriation of assets for the benefit of management,
employees, or third parties. Such acts may be accompanied by the
use of false or misleading records or documents and may involve one
or more individuals among management, employees, or third parties.

Relationship of Independent Audits to
Other Business Controls
4. Generally, entities operate with certain controls. Examples of
controls for business entities include legal requirements, the monitoring of management activities by boards of directors and their audit
committees, the internal audit function, and internal accounting control procedures. Those who rely on financial statements look to entities' controls together with independent audits to provide reasonable assurance that financial statements are not materially misstated
as a result of errors or irregularities.

The Auditor's Responsibility
5. T h e independent auditor's objective in making an examination
of financial statements in accordance with generally accepted auditing standards is to form an opinion on whether the financial statements present fairly financial position, results of operations, and
changes in financial position in conformity with generally accepted
accounting principles consistently applied. Consequently, under generally accepted auditing standards the independent auditor has the
responsibility, within the inherent limitations of the auditing process
(see paragraphs 1 1 - 1 3 ) , to plan his examination (see paragraphs
6 - 1 0 ) to search for errors or irregularities that would have a material
effect on the financial statements, and to exercise due skill and care
in the conduct of that examination. T h e auditor's search for material
errors or irregularities ordinarily is accomplished by the performance
of those auditing procedures that in his judgment are appropriate in
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the circumstances to form an opinion on the financial statements;
extended auditing procedures are required if the auditor's examination indicates that material errors or irregularities may exist (see
paragraph 1 4 ) . An independent auditor's standard report implicitly
indicates his belief that the financial statements taken as a whole are
not materially misstated as a result of errors or irregularities.

The Possibility of Errors or Irregularities
6. T h e independent auditor's plan for an examination in accordance with generally accepted auditing standards is influenced by the
possibility of material errors or irregularities. T h e auditor should plan
and perform his examination with an attitude of professional skepticism, recognizing that the application of his auditing procedures
may produce evidential matter indicating the possibility of errors or
irregularities. T h e scope of the auditor's examination would be affected by his consideration of internal accounting control, by the
results of his substantive tests, and by circumstances that raise questions concerning the integrity of management.

Internal Accounting Control and Substantive Tests
7. Management is responsible for establishing and maintaining
internal accounting control procedures including appropriate supervisory review procedures necessary for adherence to adopted policies
and prescribed procedures and for identification of errors and irregularities. On the other hand, the auditor evaluates internal accounting
control to establish a basis for any reliance thereon in determining the
nature, timing, and extent of audit tests to be applied in his examination of the financial statements. SAS No. 1, section 320.65-.66, suggests the following approach to the auditor's evaluation of internal
accounting control:
A conceptually logical approach to the auditor's evaluation of accounting control, which focuses directly on the purpose of preventing
or detecting material errors and irregularities in financial statements,
is to apply the following steps in considering each significant class of
transactions and related assets involved in the audit:
a. Consider the types of errors and irregularities that could occur.
b. Determine the accounting control procedures that should prevent
or detect such errors and irregularities.
c. Determine whether the necessary procedures are prescribed and
are being followed satisfactorily.
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d. Evaluate any weaknesses—i.e., types of potential errors and irregularities not covered by existing control procedures—to determine
their effect on ( 1 ) the nature, timing, or extent of auditing procedures to be applied and ( 2 ) suggestions to be made to the client.
In the practical application of the foregoing approach, the first two
steps are performed primarily through the development of questionnaires, checklists, instructions, or similar generalized material used by
the auditor. However, professional judgment is required in interpreting, adapting, or expanding such generalized material as appropriate in particular situations. The third step is accomplished through
the review of the system and tests of compliance and the final step
through the exercise of professional judgment in evaluating the information obtained in the preceding steps.
In evaluating internal accounting control, the auditor uses accumulated experience and understanding of the points of risk for possible
errors and irregularities.
8. Effective internal accounting control reduces the probability
that errors or irregularities will occur, but does not eliminate the
possibility that they may occur. There are inherent limitations that
should be recognized in considering the potential effectiveness of
internal accounting control procedures (see SAS No. I, section
3 2 0 . 3 4 ) . Further, whether the objectives of internal accounting control will be achieved depends in substantial part on the competence
and integrity of company personnel (see SAS No. 1, section 3 2 0 . 3 5 ) .
Consequently, the auditor does not place complete reliance on internal accounting control. SAS No. 1, section 320.71, states in part:
The second standard [of field work] does not contemplate that the
auditor will place complete reliance on internal control to the exclusion
of other auditing procedures with respect to material amounts in the
financial statements.
Thus, the auditor's examination includes substantive tests (see SAS
No. 1, section 3 2 0 . 7 0 ) that are designed to obtain evidential matter
concerning the validity and propriety of the accounting treatment of
transactions and balances or, conversely, evidential matter indicating
the possibility of material errors or irregularities therein even in the
absence of material weaknesses in internal accounting control. Ex2
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SAS No. 1, section 320.68, defines a material weakness as follows:
. . . a condition in which the auditor believes the prescribed procedures or the
degree of compliance with them does not provide reasonable assurance that
errors or irregularities in amounts that would be material in the financial statements being audited would be prevented or detected within a timely period by
employees in the normal course of performing their assigned functions.
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amples of circumstances that may lead the auditor to question
whether material errors or possible irregularities exist include the
following: ( a ) discrepancies within the accounting records, such as
a difference between a control account and its supporting subsidiary
records; ( b ) differences disclosed by confirmations; ( c ) significantly
fewer responses to confirmation requests than expected; ( d ) transactions not supported by proper documentation; ( e ) transactions not
recorded in accordance with management's general or specific authorization; and ( f ) the completion of unusual transactions at or near
year end. However, the existence of any of those circumstances does
not necessarily mean that material errors or irregularities do exist.

Integrity of Management
9. T h e auditor should recognize that management can direct subordinates to record or conceal transactions in a manner that could
result in a material misstatement of the financial statements. Thus,
management can perpetrate irregularities by overriding controls that
would prevent similar irregularities by other employees. Consequently, the auditor should be aware of the importance of management's integrity to the effective operation of internal accounting control procedures and should consider whether there are circumstances
that might predispose management to misstate financial statements.
Such circumstances might include those of a company that is in an
industry experiencing a large number of business failures, or that
lacks sufficient working capital or credit to continue operations.
10. T h e auditor should consider the possibility that management
may have made material misrepresentations or may have overridden
control procedures. T h e auditor's consideration should include factors such as the nature of the entity being audited, the susceptibility
to irregularities of the item or transaction being examined, the degree
of authority vested at various management levels, and prior experience with the entity. F o r example, the following circumstances, although not necessarily indicative of the presence of irregularities,
may cause the auditor to be concerned about the possibility that
management may have made material misrepresentations or overridden internal control procedures: ( a ) the company does not correct material weaknesses in internal accounting control that are
practicable to correct; ( b ) key financial positions, such as controller,
have a high turnover rate; or ( c ) the accounting and financial func-
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tions appear to be understaffed, resulting in a constant crisis condition
and related loss of controls. However, unless the auditor's examination reveals evidential matter to the contrary, it is reasonable for
him to assume that management has not made material misrepresentations or has not overridden control procedures.

Inherent Limitations of an Audit
11. An examination made in accordance with generally accepted
auditing standards is subject to the inherent limitations of the auditing process. As with certain business controls, the costs of audits
should bear a reasonable relationship to the benefits expected to be
derived. As a result, the concept of selective testing of the data being
examined, which involves judgment both as to the number of transactions to be examined and as to the areas to be tested, has been
generally accepted as a valid and sufficient basis for an auditor to
express an opinion on financial statements. Thus, the auditor's examination, based on the concept of selective testing of the data being
examined, is subject to the inherent risk that material errors or irregularities, if they exist, will not be detected.
12. T h e risk that material errors or irregularities will not be detected is increased by the possibility of management's override of
internal controls, collusion, forgery, or unrecorded transactions. Certain acts, such as collusion between client personnel and third parties
or among management or employees of the client, may result in
misrepresentations being made to the auditor or in the presentation
to the auditor of falsified records or documents that appear truthful
and genuine. Unless the auditor's examination reveals evidential
matter to the contrary, his reliance on the truthfulness of certain representations and on the genuineness of records and documents obtained during his examination is reasonable. Examples of representations that are normally accepted by the auditor are ( a ) those of
management concerning its intent or knowledge and the completeness of the entity's records and ( b ) those of third parties, such as
confirmations of accounts receivable by debtors and accounts payable
by creditors, and confirmations and other documents received from
banks or other depositaries. Further, the auditor cannot be expected
to extend his auditing procedures to seek to detect unrecorded
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transactions unless evidential matter obtained during his examination
indicates that they may exist. For example, an auditor ordinarily
would not extend his auditing procedures to seek failures to record
the receipt of cash from unexpected sources.
13. In view of those and other limitations on the effectiveness of
auditing procedures, the subsequent discovery that errors or irregularities existed during the period covered by the independent auditor's examination does not, in itself, indicate inadequate performance
on his part. T h e auditor is not an insurer or guarantor; if his examination was made in accordance with generally accepted auditing
standards, he has fulfilled his professional responsibility.

Procedures When the Examination Indicates
That Errors or Irregularities May Exist
14. If the independent auditor's examination causes him to believe that material errors or irregularities may exist, he should consider their implications and discuss the matter and the extent of any
further investigation with an appropriate level of management that
is at least one level above those involved. If after such discussions
the auditor continues to believe that material errors or irregularities
may exist, he should determine that the board of directors or its
audit committee is aware of the circumstances. Also, he should attempt to obtain sufficient evidential matter to determine whether in
fact material errors or irregularities exist and, if so, their effect. In this
regard, the auditor may wish to consult with the client's legal counsel
on matters concerning questions of law. If practicable, the auditor
should extend his auditing procedures in an effort to obtain such
evidential matter. In some circumstances, however, it may be impracticable or impossible to obtain sufficient evidential matter to determine the existence, or related effect, of material errors or possible
irregularities, or management may impose a limitation on the scope
of the auditor's search for the evidential matter needed to reach a
conclusion. W h e n the auditor's examination indicates the presence
3
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For a discussion of the effect of a restriction on the scope of an auditor's examination whether imposed by the client or by circumstances, see SAS No. 2,
"Reports on Audited Financial Statements," paragraphs 10 through 13.
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of errors or possible irregularities, and the auditor remains uncertain
about whether these errors or possible irregularities may materially
affect the financial statements, he should qualify his opinion or disclaim an opinion on the financial statements and, depending on the
circumstances, consider withdrawing from the engagement, indicating his reasons and findings in writing to the board of directors. In
such circumstances, the auditor may wish to consult with his legal
counsel.
15. T h e independent auditor's examination may reveal errors or
possible irregularities that he concludes could not be so significant
as to materially affect the financial statements he is examining. F o r
example, irregularities involving peculations from a small imprest
fund would normally be of little significance because both the manner
of operating the fund and its size would tend to establish a limitation on the amount of a loss. T h e auditor should refer such matters
to an appropriate level of management that is at least one level above
those involved, with the recommendation that the matter be pursued to a conclusion. Also, the auditor should consider the effect of
any immaterial irregularity as it may relate to other aspects of his
examination, such as the role of the personnel involved in the system
of interna] accounting control.

The Statement entitled "The Independent
Auditor's Responsibility
for
the Detection of Errors or Irregularities" was adopted by the assenting
votes of nineteen members of the Committee, of whom four, Messrs. Lamb,
Ross, Solomon, and Tiano, assented with qualifications. Messrs.
Groveman
and Nelson
dissented.
Mr. Solomon qualifies his assent to the issuance of this Statement because he objects to paragraph 5 since it does not provide with sufficient
clarity that an examination in accordance with generally accepted auditing
standards is not required to include specific procedures designed to detect
errors and irregularities. He believes that paragraph 5 should clearly state
his belief of what was intended, that such an examination requires only
that the auditor plan his examination with an awareness of the possibility of
errors or irregularities that would have a material effect on the financial
statements.
Mr. Tiano approves the issuance of this Statement, but qualifies his
assent because he believes that paragraph 5 may be misinterpreted to convey conclusions regarding the auditor's responsibility to detect irregulari-
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ties that go beyond the responsibility he understands was intended to be
established by the Statement. This is in part caused by the referenced paragraphs 11 through 13 not clearly stating that, because of the inherent limitations of the auditing process, even an extension of customary auditing
procedures to most or all recorded transactions or records of an entity
would not necessarily assure that financial statements are not materially
misstated as a result of errors or irregularities. The possible misinterpretation is also due to not discussing separately the different levels of risk
and probability of detection that exist with respect to errors as distinguished
from irregularities. He believes that an examination made in accordance
with generally accepted auditing standards does provide a reasonable
basis for a professional judgment by the independent auditor that the financial statements are not materially misstated as a result of errors; however,
the magnitude of the inherent limitations of the auditing process and the
reliance which the auditor, in the absence of indications to the contrary,
places on evidential matter which appears truthful and genuine (as described in paragraph 1 2 ) , do not provide a basis for the auditor to indicate
implicitly or otherwise a positive belief that the financial statements are not
materially misstated as a result of irregularities, as appears to be suggested
in paragraph 5. Instead, the auditor, in expressing his opinion on the financial statements, is only indicating that as a result of his auditing procedures, he has no reason to believe that the financial statements are materially misstated as a result of irregularities (as defined in paragraph 3 ) .
Mr. Tiano also believes that misinterpretation of the penultimate sentence of paragraph 5 is possible because it does not clearly convey what he
understands was intended; that is, that the Statement does not contemplate
auditing procedures beyond those customarily performed under existing
generally accepted auditing standards and that additional procedures are
required only when the auditor suspects that irregularities do exist rather
than when there is merely a possibility that irregularities may exist. Because of the various possible misinterpretations heretofore mentioned, Mr.
Tiano does not believe that the Statement adequately clarifies SAS No. 1,
section 110.05-.08 which he understands was the intended objective of the
Statement.
Mr. Lamb assents to the issuance of this Statement despite the infirmities which he believes it contains because he recognizes the urgency of
the need for a statement on this subject by the profession. He qualifies his
assent, however, with respect to paragraphs 5 and 8-10. He believes that
the provision in paragraph 5, that an auditor should plan his examination
to "search" for irregularities, may be read out of context as requiring auditors to develop and apply procedures they have not generally used in the
past. Even if it is not so read, in his view the Statement substantially
amplifies guidance previously available as to the application of generally
accepted auditing standards. For these reasons, in his opinion, the Statement should have an effective date sufficiently far in the future to afford
ample time for auditors to study its provisions and to plan their examina-
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tions to take them into account. Mr. Lamb objects to paragraphs 8-10
because the examples they include — of circumstances that may lead an
auditor to question whether material errors or possible irregularities exist,
circumstances that might predispose management to misstate financial
statements, and circumstances that may cause an auditor to be concerned
that management may have made material misrepresentations or overridden internal control procedures — are so broad that one or more of them
applies to circumstances encountered on most audit engagements, and
thus, the Statement can be read to exaggerate the number of cases in which
the auditor should take or consider taking extraordinary action.
Mr. Ross approves the issuance of this Statement, but qualifies his
assent with respect to paragraph 12. In Mr. Ross's opinion, paragraph 12
does not fully describe the inherent limitations of an audit because it fails
to indicate that an auditor's resources and authority for obtaining information as to possible material errors or irregularities that occur as a result
of management's override of internal controls, collusion, forgery, or unrecorded transactions are significantly less than those of a law enforcement or
regulatory agency conducting an investigation. In his view, the failure to
discuss those limitations contributes to the gap between the actual level
of performance of independent auditors and the level of performance
perceived by those who rely on the independent auditor's report.
Mr. Groveman dissents to the issuance of this Statement because he
believes that it does not accomplish its intended purpose of clarifying the
auditor's responsibilities for the detection of errors and irregularities and
setting forth the limitations of those responsibilities, in a manner that will
reduce misunderstanding between the accounting profession and the public. He believes that the Statement may be too easily misinterpreted and
agrees with the reservations expressed in the qualified assent of Mr. Tiano.
Further, he believes that the Statement is subject to misinterpretation not
only because it does not discuss separately the different levels of risk and
responsibility of detection that exist with respect to errors as distinguished
from irregularities, but also because it does not distinguish between irregularities arising from intentional efforts by management to distort financial
statements and irregularities resulting from dishonesty directed to other
objectives.
Mr. Nelson dissents to the issuance of this Statement because he believes
it is premature for the Committee to redefine the auditor's responsibility
for the detection of irregularities when it has not yet received recommendations from the Commission on Auditors' Responsibilities, an independent
commission established by the AICPA charged with making recommendations concerning auditors' responsibilities. Like any product, an audit
should have a value to its users commensurate with its cost. The Commission on Auditors' Responsibilities may recommend either a limitation or
an expansion of the auditor's responsibility for detection of irregularities.
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The commission has conducted objective research on many facts and will
presumably provide needed user-oriented input to help the Committee
in the trade-off between audit costs and audit reliability.
Further, Mr. Nelson believes this Statement does not make it clear
whether its issuance does or does not change the auditor's responsibility
for the detection of irregularities. He believes that, in issuing this Statement, there is no intention to change the auditor's responsibility for the
detection of irregularities. However, without a statement of intent, both
auditors and users of audit reports may be misled by the restatement.
Also, while agreeing with the concepts discussed in paragraphs 9 and
10, Mr. Nelson believes the listings which follow improperly attack circumstances which have very little to do with management dishonesty.
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